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The  Rediscount  and  Acceptance  System 

By  CHARLES  A.  CONANT,  Author  of  "A  History  of  Modem 

Banks  of  Issue** 


TWO  measures  of  banking  prac- 
tice were  given  legal  recognition 
by  the  Federal  Reserve  Act  of 
1913,  which  were  before  little  known 
and  still  less  employed  by  American 
bankers.  These  were  the  redisconnt  of 
commercial  paper  and  the  giving  of 
banking  aieceptances.  By  the  operation 
of  these  two  measures  bank  assets  had 
long  possessed  in  Europe  a  mobility,  or 
exchangeability,  which  they  lacked  in 
.the  United  States.  As  expressed  by 
Mr.  Paul  Warburg,  Europe  had  not  only 
mobilized  its  permanent  investments,  by 
putting  them  into  the  form  of  bonds  and 
shares  of  joint-stock  companies,  but  had 
"in  addition  mobilized  its  temporary  in- 
vestments, by  changing  the  promissory 
note,  or  'bill/  into  a  'bill  of  exchange' 
and  by  creating  large  discount  markets 
where  these  ^bills'  can  be  'exchanged' 
freelv  at  any  time/** 

Means  of  rediscounting  on  a  broad 
scale  were  provided  in  the  United  States 
bv  the  creation  of  the  Federal  Reserve 
banks,  and  opportunities  were  afforded 
by  the  advent  of  the  European  war, 
which  would  otherwise  have  come  slow- 
ly, to  put  the  new  system  in  force. 

As  discount  of  a  promissory  note  or 
bill  is  a  purchase  by  the  banker  who 
takes  it  for  discount,  so  rediscount  is 
merely  the  passing  of  it  along  to  an- 
other purchaser.  In  banking  practice, 
however,  in  Europe,  the  rediscount  is 
granted  Ify  a  banker  to  a  banker  and 
usually  by  the  central  bank  of  issue  to 
a  joint-stock  bank  or  private  banker. 
The  note  or  bill,  in  passing  through  the 
hands  of  tiie  banker  making  the  origi- 
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nal  discount,  acquires  his  endorsement 
and  thereby  binds  him  to  make  good  tiie 
amount  of  the  instrument  in  case  of  de- 
fault of  the  maker  or  drawee.  Where 
an  acceptor  appears  in  the  transactiou, 
it  is  usually  a  banker  or  an  accepting 
house  of  established  resources  and  repu- 
tation, who  by  acceptance  assumes  the 
obligation  to  pay  at  maturity  which 
rested  originally  upon  the  maker  only. 
Thus,  a  bill  which  has  been  accepted 
and  rediscoimted  acquires  a  number  of 
strong  endorsements,  which  make  it  the 
best  form  of  temporary  investment.  As 
such,  it  is  eagerly  sought  by  bankers 
as  almost  the  equivalent  of  cash,  be- 
cause the  strength  and  reputation  of 
the  endorsers  ensure  its  soundness ;  its 
earlv  maturity  ensures  its  convertibil- 
ity ;  and  it  has  the  advantage  over  cash 
of  affording  an  income. 

In  the  United  States  "one-name  pa- 
per'*— that  is,  the  direct  promissory 
note  of  the  maker — ^is  the  chief  form 
of  security  by  which  loans  are  obtained 
from  banks.  Such  paper,  however,  re- 
mains usually  in  the  custody  of  the  lend- 
ing bank  from  the  date  of  the  loan  to 
the  maturity  of  the  paper.  In  Europe 
a  bill  nsuaUy  bears  the  added  security 
of  the  name  of  the  drawee,  being  in  the 
form  of  tf^  draft  upon  a  debtor  by  his 
creditor  requiring  payment  on  a  stipu- 
lated date,  in  accordance  with  the  con- 
tract originally  made  when  the  goods 
were  sold  which  give  rise  to  the  debt. 
Acceptance  is  defined  by  Mr.  Withers  as 
"nothing  else  than  the  promise  of  the 
party  on  whom  the  bill  is  drawn  that 
he  will  pay  it  at  due  date;  and  this 
acceptance  he  signifies  by  writing  his 
name  across  the  face  of  it."  A  defini- 
tion which  is  technically  more  complete. 
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as  the  obligation  is  interpreted  under 
the  French  Code  of  Commerce,  is  as 
follows:* 

"ACCEPTANCE.— This  is  the  act 
by  which  tlie  person  drawn  upon  en- 
gages to  pay  the  amount  of  a  bill  of 
exchange  to  the  person  who  may  be  at 
maturity  the  regular  holder  of  such  bill. 
It  is  accomplished  by  the  endorsement 
on  the  bill  of  exchange  of  his  signature 
made  by  the  drawee,  preceded  or  not 
with  the  word  'accepted'  (Art.  122). 
Acceptance^  besides  the  general  condi- 
tions relative  to  consent,  must  be  the 
work  of  a  person  capable  of  obligating 
himself  by  a  bill  of  exchange.  It  may 
be  partiid^  bat  not  c<mditi(mal  (Art 
124).  Its  effect  is  to  create  an  obli- 
gation on  tiie  part  of  the  drawee  toward 
the  holder  at  maturity,  with  all  the  con- 
sequences attached  by  law  to  obliga- 
tions arising  from  a  luU  of  exchange." 

Under  tiic  system  of  acceptance^  a  bill 
which  might  be  presented  by  a  joint- 
stock  bank  or  private  banker  to  the 
central  bank  for  rediscoimt  would  have 
at  least  three  guarantees — that  of  the 
drawer^  who  would  be  liable  to  his 
banker  if  he  obtained  a  loan  on  a  draft 
which  was  not  honored  at  maturity; 
that  of  the  drawee  who  had  affixed 
his  acceptance ;  and  that  of  the  bank 
which  had  originally  discounted  the  bill. 
Obviously^  the  difference  in  the  degree 
of  security  and  negotiability  between 
such  an  instrument  and  American  one- 
name  paper  fully  justifies  the  opinion 
expressed  by  a  prominent  banker,  now 
a  member  of  the  Federal  Reserve 
Board  :f 

"In  the  United  States  our  commer- 
cial paper  is  the  old  promissory  note, 
it  is  a  bill  J  in  Europe  commercial  paper 
is  a  bill  of  exchange.  I  think  that  I 
cannot  more  forcibly  express  the  differ- 
ence between  the  two.  In  the  United 
States  this  prcmiissory  note  is  an  in- 
vestment, in  Europe  it  is  a  means  of 
exchange.  If,  in  the  United  States  lids 


*Dictionnaire  du  Commerce,  de  TInduetrie 
et  40  Ut  BoiKwe,  Oayot  et  BidBftlovldi,  Vdt  I, 

p.  22. 

tWarburg,  p.  33, 


promissory  note  has  entered  the  bank, 
it  usually  remains  there  until  it  falls 
due;  if  a  New  York  bank,  under  normal 
conditions,  should  try  to  rediscount  such 
paper,  it  would  create  suspicion  and  dis* 
trust.  This  means  that  every  dollar  in- 
vested by  a  bank  in  American  com- 
mercial paper,  that  is,  every  dollar  in- 
vested to  satisfy  the  most  legitimate  re- 
quirements of  business,  leads,  without 
fail,  to  a  locking  up  of  cash  in  unsalable 
assets.*' 

OPERATIONS  OF  A  CENTRAL 

BANE. 

"^XTHERE  a  central  banking  mechan- 
'  '  ism  exists,  ready  to  rediscount 
accepted  paper,  it  constitutes  a  reser- 
voir of  credit  upon  which  other  banks 
may  draw  wlienever  they  need  addition- 
al resources.  The  possession  of  paper 
known  to  be  available  for  rediscount 
constitutes  in  itself,  for  the  bank  which 
holds  it,  a  reserve  which  is  practically 
the  equivalent  of  cash  because  it  can 
be  quickly  converted  into  cash  or  into 
a  cash  credit.  The  ability  of  the  cen- 
tral bank  to  grant  such  credits  is  r&* 
stricted  only  by  the  rules  of  sound 
banking  which  are  prescribed  for  it  by 
enlightened  financial  opinion  or  by 
statute.  If  its  power  of  note  issue  is 
practically  unhampered,  its  power  to 
aid  the  mxmey  market  in  emergencies 
is  adequate  for  the  gravest  crises.  By 
the  possession  of  a  gold  reserve  suffi- 
cient to  inspire  absolute  confidence^  the 
central  bank  has  been  able  <m  such  oc- 
casions to  proclaim  to  the  mercantile 
and  banking  community  that  it  was 
ready,  by  the  temporary  substitution 
of  its  own  credit,  to  relieve  the  conges- 
tion in  the  flow  of  credit  which  under 
more  normal  conditions  permitted  the 
liquidation  of  the  credit  instruments 
growing  out  of  the  free  movement  of 
commodities  from  producer  to  con- 
sumer. 

The  policy  pursued  in  regard  to  re- 
discounts varies  considerably  at  the 
principal  banks  of  Europe.  The  Bank 
of  France  eomes  nearest  to  realizing 
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its  logical  position  as  defined  by  Gov- 
ernor Pallain  as  "a  bank  of  banks." 
By  reason  of  the  fact  that  the  joint- 
stock  banks  are  able  in  case  of  need  to 
rediscount  their  best  paper  at  the  Bank 
of  France,  they  are  released  from  the 
necessity  of  maintaining  large  metallic 
reserves  of  tiieir  own  and  are  able  to 
apply  a  large  percentage  of  their  de- 
posits in  direct  discounts,  in  advances 
on  collateral,  in  the  pnrdiase  of  coiu- 
mercial  paper,  and  in  other  coanmercial 
operations.  As  this  process  was  tersely 
outiined  by  one  of  the  officials  of  the 
great  French  bank,  the  Credit  Lyon- 
nais,  in  testifying  before  the  American 
National  Monetary  Commission:* 

"In  France  we  have  the  Bank  of 
France,  whidh  regulates  the  currency 
of  the  whole  country;  and  any  bank,  if 
it  has  need  for  additional  cash,  may 
present  for  rediscount  at  the  Bank  of 
France  the  bills  and  other  commercial 
paper  which  it  has  in  its  vaults.  The 
amount  we  carry  at  the  Bank  of  France 
may  vary  greatly  according  to  circum- 
stances. It  is  not  to  our  advantage  to 
liave  too  large  a  sum  at  the  bank,  be- 
cause the  Bank  of  France  does  not  al- 
low any  interest.  *  ♦  '  *  The  ex- 
cess of  deposits  is  invested  almost  en- 
tirely in  commercial  paper  available 
for  discount  with  the  Bank  of  France 
at  any  moment  and  in  reports  (loans  on 
securities  from  one  stock  exchange  set- 
tlement to  another)." 

One  of  the  essential  differences  in 
method  between  the  Bank  of  France 
and  the  Bank  of  Germany  is  the  require- 
ment of  the  statutes  of  the  former  that 
paj-cr  M'hich  is  not  secured  by  collat- 
eral shall  be  discounted  only  when  it 
,bears  three  solvent  signatures.  This 
has  the  effect  of  excluding  from  the 
portfolio  of  the  Bank  of  France  paper 
bearing  only  the  names  of  the  drawer 
and  drawee  and  lacking  tiie  endorse- 
ment of  a  bank.  This  reqnnmnent  h$» 
been  a  subject  of  some  complaints  in 
France  and  was  an  object  of  attack  on 


•**TBtervlewfl  on  Bankfn?  and  Carzencr 
-  tfims,"  Rpnnte  PocnmPTit  Xo.  405,  Slit  Con- 
amm  29d  8ei8lon»  p.  224. 


the  occasion  of  the  renewal  of  the  bank 
charter  in  1897.  The  demand  that  the 
bank  be  authorized  to  discount  paper 
wiHi  two  signatures  was  defeated  in  the 
Chaml>ers  by  a  majority  of  only  forty 
votes.  It  was  contended  by  such  strong 
men  as  Millerand  and  Viviani  that  the 
existing  system  imposed  conditions 
which  were  unnecessarily  onerous  and 
created  a  sort  of  subordhute  monopoly 
for  the  banks  of  discount,  f  It  was 
pointed  out  on  behalf  of  the  bank^  tiiat 
the  requirement  of  the  third  signature 
was  a  logical  consequence  of  the  policy 
of  limiting  discounts  to  paper  whidi 
was  actually  based  on  commercial 
transactions.  While  the  acceptance  of 
the  drawee  afforded  prima  facie  evi- 
dence of  this,  it  did  not  exclude  collu- 
sion to  the  same  extent  as  the  added 
endorsement  of  the  local  bank,  whose 
familiarity  with  local  houses  and  with 
the  personal  credit  of  those  at  their 
head  enabled  it  to  pass  with  sound  judg- 
ment upon  the  paper  presented  and  to 
employ  the  Bank  of  France  merely  as 
an  agent  of  rediscount-!  If  they  saw 
fit  to  admit  accommodation  paper  to 
their  portfolios,  it  was  a  matter  of  their 
own  concern,  and  did  not  vitiate  the 
liquid  charact^  of  the  assets  of  the 
Bank  of  France,  accepted  for  a  century 
as  the  best  guarantee  of  tiie  soundness 
of  business  in  France. 

The  argument  wldch  was  most  effee* 
tive  with  the  majority,  however,  and 
with  most  competent  economists,  was 
that  a  modification  of  the  rule  of  tliree 
signatures  would  benefit  only  a  class 
of  commerce  of  moderate  importance 
asd  would  weaken  the  position  of  the 
Bank  of  France.  It  was  evident  that 
if  the  bank  should  be  authorized  to  dis- 
count paper  with  two  signatures,  it 
would  be  able  to  carry  out  the  policy 
in  practice  only  with  respect  to  houses 
of  notorious  soundness  and  not  for 
small  merchants,  whom  it  was  the  ob- 
ject of  its  critics  to  aid.§  If  the  bank 
should  be  directed  to  accept  bills  with 


fE.  Kaiifmann,  La  Banque  en  France,  p.  277. 
fCf.    Htmrt*  l/OrgtuOgamK  Ai  CrMt  m 

Fropre.  p.  78. 

SKaufmaim,  p.  278. 
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two  signatures^  and  slionld  comply  with 
the  requirement^  it  was  pointed  out  tiiat 
those  now  deriving  the  benefit  ol  re- 
discount,  through  the  addition  of  a  bank- 
ing signature  to  their  paper^  would  be 
crowded  aside  by  the  strong  paper  with 
two  signatures  and  the  net  result  would 
be  less  favorable  to  commerce  of  minor 
importance  and  more  favorable  to  the 
great  mercantile  houses  and  industrial 
establishments.  The  opening  of  the 
doors  of  the  Bank  of  France  to  paper 
of  moderate  importance  and  bearing 
only  two  signatures  would  put  it  in 
competition  not  only  with  the  great 
credit  societies,  but  with  the  local  banks 
which  were  already  conducting  a  strug- 
gle for  existence  against  the  larger  in- 
stitutions. As  it  is  the  local  banks 
which  supply  the  credit  of  a  personal 
nature  which  cannot  be  readily  obtained 
from  the  three  great  credit  societies,  in 
view  of  the  methods  employed  at  their 
branches,  anything  which  tended  to 
cripple  them  further  would  tend  still 
fu^er  also  to  the  injury  of  eonunerce 
of  the  lesser  sort 

In  Germany  the  law  states  that  the 
Imperial  Baxft:  has  the  right  to  "buy, 
sell,  discount  bills  which  mature 
within  a  maximum  period  of  three 
months  and  which  are  indorsed  by  three, 
and  in  exceptional  cases  by  two,  per- 
sons who  are  known  to  be  solvent."  In 
practice,  however,  this  has  been  inter- 
preted as  making  compulsory  the  re- 
quirement of  two  sip:;n.'itures,  and  there- 
by puttini^  a  restriction  upon  the  policy 
of  the  old  Bank  of  Prussia  (of  which 
the  Imperial  Bank  is  the  heir),  which 
in  exceptional  cases  discounted  bills 
with  only  one  signature.  An  ordinance 
of  the  Prussian  Bank  dating  back  to 
1829  permitted  the  purchase  of  unac- 
cepted drafts  from  reliable  parties.  It 
was  the  intent  of  the  Imperial  Bank 
Act  of  1875  to  eliminate  this  risk  by 
limitino:  purchases  to  bills  which  bore 
the  signature  of  the  drawee  as  well  as 
the  drawer.  The  test  of  solvency  is 
also  made  as  rigid  as  possible.  Persons 
obtaining  credit  must  be  well  known  to 
the  executive  officers  as  reliable  and 
hence  at  the  branches  must  usually  be 


persons  whose  residence  is  within  the 
business  circuit.  Knowledge  of  the  eco- 
nomic purpose  of  the  bill  is  another 
requirement  usually  enforced^  and  in 
general  the  requirements  of  the  Impe- 
rial Bank  are  met  only  by  a  bill  which 
starts  from  a  completed  transfer  of 
property  between  the  parties  liable  on 
it  and  is  destined  at  its  maturity  to  off- 
set this  transfer.* 

At  the  National  Bank  of  Belgium  the 
requirements  for  the  discount  of  paper 
are  similar  to  those  at  the  Bank  of 
France.  Tlie  fundamental  condition, 
although  subject  to  some  qualifications, 
is  tliat  paper  accepted  for  discount  must 
bear  three  solvent  names.  While  the 
Bank  of  Belgium  is  not  so  distinctively 
a  *'bank  of  banks"  as  some  of  the  cen- 
tral banks  of  Europe,  the  tendency  of 
the  requirement  of  three  names  is  to 
limit  the  discount  business  to  a  large 
extent  to  rediscounts.  By  a  system  pe- 
culiar to  Belgium^  P^P^  ^  from 
the  agencies  of  the  bank  usually  bears 
the  endorsement  of  a  body  known  as 
the  discount  bureau  (Comptoir  d*es- 
compie),  whose  fidd  of  operations  in 
the  majority  of  cases  is  similar  in  area 
to  that  of  the  agency.  These  bureaus 
are  usually  private  partnerships^  which 
are  willing  for  a  small  commission  to 
examine  the  paper  presented  to  the 
agency  for  discount  and  become  liable 
for  that  to  which  they  give  their  en- 
dorsement. They  thus  correspond  in 
some  senses  to  bill  brokers,  but  differ 
from  them  in  assuming  full  liability  for 
the  paper  which  they  approve,  thereby 
acquiring  more  of  the  character  of  un- 
derwriters or  insurers. t  While  the  sijr- 
nature  of  the  discount  bureau  is  not  in 
itself  construed  as  acceptance,  the  larger 
proportion  of  the  discounts  held  by  the 
National  Bank  has  usually  consisted  of 


♦The  Rcichsl>ank.  1870-lflOO.  National  Mone- 
tary Commission,  Senate  Document  No.  408, 
61st  Congress,  2ii<l  Session,  pp.  127-80.  Cf. 
Interviews  <m  Bankliig  and  Otxmney  Systems* 
p.  339. 

tFor  the  detaUs  of  these  organizations,  vido 
the  author's  "National  Bank  of  B^inm,'*  Na« 
tional  Monetary  Commission,  Senate  Doeoment 
Xo.  4C0.  filftt  Congress,  2nd  Benloi^  pp^ 
115-20. 
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accepted  paper,  although  the  practice 
of  extending  accommodation  directly  to 
small  merchants  and  manufacturers  has 
given  a  great  }3reponderance  in  number 
of  pieces  discounted  to  paper  which  has 
not  been  accepted.* 

In  England  the  relations  of  the  cen- 
tral bank  with  the  joint-stock  banks 
are  less  direct  under  normal  conditions 
than  in  France  and  Germany.  Much 
business  is  done  by  the  Bank  of  Eng- 
land in  advances  on  collateral  security. 
Commercial  bills  are  purchased  chiefly 
bv  intermediaries  who  are  known  as 
discount  companies  and  bill  brokers. 
The  latter  obtain  credit  from  tiie  banks 
by  depositing  bills  as  security  for  loans 
on  call  or  by  direct  sales  of  bills  to  the 
joint-stod£  banks.  The  latter  reinilate 
their  supply  of  loanable  funds  by  call- 
ing in  their  loans  to  tliese  biU  honses 
when  their  resources  axe  depleted.  It 
is  only  when  snch  calls  have  imposed 
upon  the  bill  honses  the  necessity  of 
finding  money  elsewhere  that  they  tuni 
to  the  Bank  of  England,  which  then 
discounts  for  them  directly.  In  such 
cases,  "short-bills" — those  having  but  a 
part  of  their  entire  period  to  run — are 
presented  to  the  Bank  of  England  for 
discount. 

Thus,  the  bank,  while  holding  itself 
more  or  less  aloof  from  the  bill  and 
acceptance  market  in  times  of  financial 
tranquillity,  forms  a  sure  refuge  for  the 
money  market  in  periods  of  stress.  The 
bank  requires  two  London  names  on 
bills  which  it  discounts,  but  a  bill  ac- 
cepted by  a  London  firm  and  endorsed 
by  a  London  bill-broker  fulfills  this 
requirement,  t  The  joint-stock  banks, 
knowing  that  &e  bill-brdkers  can  rely 
on  the  bank  in  this  way,  in  case  of 
need,  do  not  hesitate  to  call  in  their 
loans  to  bill-brokers  if  their  cash  and 
deposits  at  the  Bank  of  England  be- 
come depleted*   They  are  thoo  able  to 


♦During  the  year  1908  the  niimber  of  pieces 
of  paper  discounted,  with  acceptance,  was  576.- 
805.  with  a  value  of  1,259,104,000  francs 
($248,000,000);  Of  paper  without  acceptant-e. 
3.846,641  pieces,  with  a  value  of  1.245.146.000 
francs  {$240.300,000).— "The  National  Bank  of 
Bel^rium,"  p.  47. 

tWlthers,  "The  MeK^  of  Money,*'  p.  164. 


count  upon  these  loans  as  a  seoond  luie 

of  reserve^  much  safer  and  more  con- 
vertible than  the  "call  loans"  on  securi- 
ties which  were  formerly  relied  upon  by 
the  New  York  banks  to  perfom  this 

function.  J 

In  France  and  Germany,  where  the 
large  joint-stock  banks  have  less  hesi- 
tation in  rcdiscountina;  freelv  with  the 
central  bank^  discount  companies  and 
bill-brokers  are  largely  eliminated  and 
short  bills  are  sent  directly  by  the  joint- 
stock  banks  to  the  central  bank,  either 
in  settlement  of  balances  or  to  obtain 
advances  of  cash.§ 

The  officUl  rate  of  discount  at  the 
Bank  of  France  and  &e  Imperial  Bank 
of  Germany  is  higher  in  times  of  bnsir 
ness  tranqnilliiy  than  the  rate  at  the 
private  and  joint'Stock  banks.  Even  in 
Germany,  in  spite  of  the  preaniri  npon 
its  supply  of  drcidatiiig  capital,  even 
in  time  of  peace,  a  private  bulk  will 
take  bills  for  discount  running  three 
months  or  more  and  hold  them  as  an  in- 
vestment, sending  them  to  the  Imperial 
Bank  for  rediscount,  in  case  of  need, 
when  they  have  only  about  ten  days  to 
run.  As  no  interest  is  paid  by  the  Im- 
perial Bank  upon  deposit  accounts, 
there  is  no  inducement  to  the  other 
banks  to  keep  with  it  larger  balances 
than  are  required  by  prudent  banking 
policy.^  The  German  bank,  however, 
has  obtained  command  over  the  supply 
of  floating  capital  necessary  to  carry 
on  its  larjre  volume  of  business  by  ex- 
tending its  activities  into  the  field  of 
transferring  funds  between  different 
places  in  the  Empire.  This  has  had 
the  effect  of  placing  a  large  aggregate 
of  funds  constantly  in  its  hands  in  the 
form  of  transfr^r  accounts  of  merchants, 
which  cannot  well  be  reduced  by  their 
owners  even  in  periods  of  stress. || 

The  proportion  of  the  paper  dis- 
counted in  France  which  passes  through 


tCf.  Withers,  p.  148. 
SWarhurg,  p.  140. 

flntervlews  on  Banktng  and  Corrency  Sys- 
tems. National  Monetary  Commission,  Senate 
Document  No.  40d»  6Xst  Congrem,  2nd  Session, 
p.  346. 

iKantmann,  p.  TO. 
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the  Bank  of  Fvaaoe  is  t^alcnlatad  from 
the  stamp  tax  zeturns  and  the  records 
of  the  bank  at  approximately  forty  p^ 
cent,  of  the  total  amount  in  drcolation. 
The  fMipmlim  varies  from  year  to  year 
according  to  the  state  of  the  numey  mar- 
ket and  the  demand  for  rediscoimto>  and 
undoubtedly  reached  a  much  larger  pro- 
portion than  usual  during  the  autumn 
of  1914^  after  the  outbreak  of  the  Eu- 
ropean war.  Out  of  an  annual  average 
amount  of  paper  stamped  during  the 
five  years  ending  with  1910,  amounting 
to  36,776,000,000  francs  ($7,100,000,- 
000)  the  average  passing  through  the 
bank  was  14,510,000,000  francs  ($2,- 
830,000,000),  which  constituted /a  pro- 
portion for  these  five  years  of  thirty- 
nine  per  cent.*  In  Germany  calcula- 
tions based  upon  similar  data  indicate 
that  the  value  of  the  paper  passing 
through  the  Imperial  Bank  ranges  from 
thirty-five  to  forty  per  cent,  of  the  total 
amount  stamped.  In  1907  about  80,- 
000,000,000  marks  ($7,130,000,000) 
paid  the  tax,  of  which  about  12,000,- 
000,000  marks  was  disooimted  bjr  &e 
baiA:.t 

The  proportion  of  paper  outstanding 
at  any  one  ttnae  whieh  is  is  tiie  eostody 
of  the  bank  differs  materially  from  the 
proportion  passing  tfaroof^  the  bank, 
beeanse  of  the  differenee  in  maturities. 
Paper  which  may  have  sixty  days  to 
run,  for  instance,  may  not  be  presented 
to  the  central  bank  for  rediscount  until 
the  time  remaining  to  its  maturily  is  re- 
duced to  thirty  days  or  even  to  a  week. 
One  of  the  standing  rules  at  the  Bank 
of  France,  in  regard  to  bills  discounted 
for  collection  outside  of  Paris,  is  that 
"Discount  is  collected  for  five  days  on 
paper  drawn  on  branches  and  for  eight 
davs  when  drawn  on  auxiliary  bureaus 
or  connected  villages,  when  maturity  is 
of  nearer  date.J  At  the  Imperial  Bank 
of  Germany  it  was  found  necessary  a 


•BonHeaii,  Lea  BigUmtmU  par  Wf«U 

Commerce,  p.  42. 

fVon  Lnmm.  Politique  d'Escompte,  Revve 
Economique  Internationale,  June,  1912,  p.  455. 

iVide  form  of  "bodrerean,"  or  Ust  model 
No.  10,  Combat  BoufKM  et  QpSrmUlMtB  40 


few  years  ago  to  impose  a  higher  rate 
on  paper  rediscomited  a  few  days  before 
the  quarter  ends  than  at  other  times  of 
the  year.  These  short  maturities  for 
l»Us  reaching  the  c^itral  bank  redoce 
materially  tbe  ratio  of  paper  in  the 
hands  of  the  bank  to  the  total  amonnt 
outstanding  at  any  single  date^  and  ac- 
count the  fact  tliat  in  France  the 
net  proportion  of  paper  held  by  the 
bank  is  nearer  one-eighth  of  the  total 
amount  in  the  market  at  a  given  time 
than  the  forty  per  cent,  of  the  total 
issues  which  passes  through  the  dis- 
count bureau  of  the  bank.  Thus,  for 
1912,  the  average  circulation  of  com- 
mercial paper  outstanding  in  France 
was  estimated  from  the  stamp  tax  re- 
ceipts to  be  1 0,730,000,000  francs 
($2,070,000,000) ,  while  the  average 
amount  held  by  the  Bank  of  France 
was  only  1,333,000,000  francs  ($257,- 
000,000). 

The  extent  to  which  the  central  banks 
of  Europe  operate  as  reservoirs  of  credit 
for  the  joint-stock  banks  is  indicated  by 
the  statement  of  M.  Pallain,  Governor 
of  the  Bank  of  France,  that  his  esti- 
mate of  the  proportion  of  the  paper 
passing  tiirougfa  iJie  bank  which  bore 
raother  banking  endorsement  was  about 
seventy  per  cent  of  the  totaL§  The 
estimate  made  by  the  officials  of  the 
Imperial  Bank  of  Germany  was  that 
about  sixty  per  cent,  of  the  paper  in 
the  vaults  of  the  bank  bore  endorse- 
ments by  other  banking  institutions.^ 

The  fact  already  stated,  that  the 
ratio  of  paper  passing  through  the 
Bank  of  France  is  much  in  excess  of 
the  ratio  of  paper  outstanding  held  by 
the  bank  at  a  given  moment,  illus- 
trntes  one  of  the  elements  of  strensrth 
of  the  central  banking  system.  The 
shorter  the  maturites  of  the  paper  held 
by  a  central  bank,  the  more  liquid  are 
its  resources.  Most  commercial  paper 
runs  from  two  to  four  months,  but  for- 
eign bills  often  run  for  a  longer  time. 


§TiiterviPws  on  BankinjEr  and  Currency  Sys- 
tems. National  Monetary  Commission,  1910, 
SesBte  Document  406,  Slst  Goasren,  Sad  Bet- 
sion.  p.  107. 

f  IMd,  p.  841. 
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The  central  banks,  however^  nsnally 
restrict  the  limit  of  paper  which  they 
are  willing  to  discount  to  that  having 
sixty  days  to  mn.  In  the  case  of  France, 
analysis  of  the  Inlls  of  exchange  of  all 
classes  which  pay  the  stamp  tax  indi- 
cates an  average  maturity  of  about 
eighty-three  days,  bnt  the  average  is 
considerably  longer  for  foreign  bills. 
The  average  maturity  of  paper  held  at 
the  Bank  of  France^  however,  is  usual- 
ly under  thirty  days.  This  aver- 
age for  1912  was  25.45  days  and  in 
1913,  thirty  days.  At  the  Imperial 
Bank  of  Germany^  the  time  is  some- 
what longer,  because  of  the  greater 
proportion  of  German  capital  embarked 
by  the  German  stock  banks  in  indus- 
trial enterprises.  The  average  maturity 
of  discounted  paper  at  the  Imperial 
Bank  is  thirty-five  to  forty  days,  and 


this  fact  reacts  upon  the  proportion  of 
paper  outstanding  held  by  the  bank  at 
any  given  nuwient,  which  averages  about 
fifteen  per  cenL* 

In  normal  limes  the  big  joint-stodc 
banks  do  not  in  any  of  these  countries 
rediscount  with  the  central  bank  paper 
of  long  maturity.  In  the  absenoe  of 
special  pressure,  the  payment  of  matur- 
ing paper  and  of  loans  on  call  meets 
the  daily  demands  for  cadi.  If  the  de- 
mand reaches  larger  dimensicms,'^short 
maturities  are  sent  to  tiie  central  bank. 
It  is  a  sign  of  abnomal  conditions,  and 
the  signal  for  the  exerdse  of  cautton, 
when  the  other  banks  b^^n  to  offer 
bills  of  long  maturity  to  the  central 
bank  for  rediscount. 


*Roulleau,  p.  01. 
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The  Rediscount  and  Acceptance  System 


By  CHARLES  A.  GONANT,  Author  of  "A  History  of  Modern 

Banks  of  Issue" 


REDISCOUNT  UNDER  THE  FED- 
ERAL RESERVE  LAW 

THE  framers  of  the  new  monetary 
policy  of  the  United  States^ 
whicli  was  embodied  first  in  the 
plan  of  the  National  Monetary  Com- 
mission and  afterwards  in  tlie  Federal 
Reserve  Act  of  December  23,  1913, 
recognized  the  function  of  a  central 
banking  mechanism  to  be  fundamentally 
that  of  rediscount.  While  certain  other 
dasses  of  business  were  permitted  to 
the  proposed  central  banking  organism^ 
the  disconnt  of  ranunercial  paper  di- 
rectly for  indiTidnals  or  corporations 
other  than  member  banks  was  not  among 
their  powers.  The  provision  of  the 
Federal  Reserve  Act  bearing  on  this 
subject  declared  that  only  '*upon  the 
endorsement  of  any  of  its  member 
banks,  with  a  waiver  of  demand,  notice 
and  protest  by  such  bank,  any  Federal 
Reserve  Bank  mav  discount  notes, 
drafts,  and  bils  of  exchange  arising  out 
of  actual  commercial  transactions/'^ 
The  plan  of  the  National  Monetary 
Commission  provided  a  s  till  further 
safeguard  to  the  central  banking  or- 
ganism^  in  the  case  of  paper  arising  oat 
of  commercial  transactions  numing  not 
more  than  fomr  months,  by  requiring 
that  it  most  be  guaranteed  by  tiie  local 
association  of  which  the  bwk  addng 
rediscoont  was  required  to  be  a  mem- 
ber.- 

In  the  case  of  acceptances,  their  di- 
rect discount  by  Federal  Reserve  Banks 
was  restricted  to  those  having  at  time 


^Federal  Reserve  Act,  approved  Dec  23,  1913* 

Section  13, 

»Cf.  Horace  White,  "Money  and  Banking,"  p. 
438. 


of  discount  not  more  than  three  months 
to  run,  and  "indorsed  by  at  least  one 
member  bank."  The  amount  of  such 
acceptances  discounted  was  limited  to 
"one-half  the  paid-up  capital  stock  and 
surplus  of  the  bank  for  which  the  re- 
discounts are  made."  A  somewhat 
broader  power  was  given  to  Federal 
Reserve  Banks  to  purchase  and  sell 
in  the  open  market,  at  home  or 
abroad,  bankers'  acceptances  of  cer-^ 
tain  tjrpeB,  "with  or  without  the  endorse- 
ment of  a  member  bank."  Snch  opera- 
tions were  subject,  however,  to  "rules 
and  regulations  prescribed  by  the  Fed- 
eral Reserve  Board/'  and  it  was  in  vir- 
tue of  this  authority  that  "bankers'  ac- 
ceptances*' were  defined  by  the  Board 
in  regulations  issued  in  February^  1915. 

Thus,  from  the  beginning,  competi- 
tion witl)  other  banks,  and  especially 
with  their  own  member  banks,  for  the 
direct  discount  of  commercial  paper, 
even  to  the  moderate  extent  permitted 
to  the  central  banks  of  Europe,  was  ex- 
cluded from  the  Federal  Reserve  sys- 
tan*  The  Federal  Reserve  Board,  in 
the  exercise  of  its  powers  to  determine 
or  define  the  character  of  tlK  paper 
eligible  for  rediscount,  did  not  attempt 
at  the  inauguraticm  of  the  system  to 
make  radical  changes  in  the  practices 
already  prevailing  among  American 
merchants  and  bankers.  In  discussing 
the  question  whether  the  policy  should 
be  adopted  at  once  of  discounting  only 
bills  bearing  two  names  besides  that  of 
the  discounting  bank,  the  Board  defined 
its  position  as  follows:^ 

"Double-name  paper  drawn  on  a  pur- 
chaser against  an  actual  sale  of  goods 


*Fir8t  Annual  Report  of  Federal  Reserve  Board*. 
CSrctftar  No.  13,  Nevestar  10,  1914,  p.  183. 
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affords^  from  the  economic  point  of 
▼iew^  prima  facie  evidence  of  tiie  dbar- 
acter  of  the  transaction  from  winch  it 
arose.  Single-name  notes^  now  so  freely 
used  in  the  United  States^  may  represent 
the  same  kind  of  transactions  as  those 
bearing  two  names.  Inasmuch^  how- 
ever^  as  the  single-name  paper  does  not 
show  on  its  face  the  character  of  the 
transaction  out  of  which  it  arose — an 
admitted  weakness  of  this  form  of 
paper — it  is  incumbent  upon  each  Fed- 
eral Reserve  Bank  to  insist  that  the 
character  of  the  business  and  the  gen- 
eral status  of  the  concern  supplying 
such  paper  should  be  carefully  exam- 
ined in  order  that  the  discounting  bank 
may  be  certain  that  no  single-name 
paper  has  been  issued  for  purposes  ex- 
cluded by  the  act^  such  as  investments 
of  a  permanent  or  speculative  notore. 
Only  careful  inquiry  on  th^e  points 
will  render  it  safe  and  proper  for  a 
Federal  Reserve  Bank  to  consider  such 
paper  a  "self-Uqnidating"  investment 
at  maturity/' 

m 

QUALIFIED  ENCOURAGEMENT 
OF  THE  EUjBOPEAN  SYSTEM. 

'J^HE  new  banking  system  of  1914 
thus  entered  tentatively,  and  in 
a  guarded  way,  upon  the  encouragement 
of  the  European  system  of  bills  of  ex- 
change bearing  two  solvent  signatures 
and  capable  of  being  converted  readily 
into  negotiable  investments.  It  was 
admitted  at  the  outset  by  th<»e  holding 
high  places  in  the  new  system  that  only 
a  banks  were  engaged  in  the  ac- 
ceptance business^  that  there  were  prac- 
tioklly  no  acceptance  houses,  and  that, 
in  consequence,  the  indueeinent  to  in- 
troduce the  system  of  acceptances  might 
lie  in  a  preferential  rate  of  disoount 
rather  than  in  a  regulation.* 

This  view  was  adopted  by  the  Federal 
Reserve  Board  in  the  regulations  pro- 
nmlgated  authorizing  Federal  Reserve 


^Vide  address  of  Benjamin  Strong,  Jr.,  Governor 
of  the  Federal  Reserve  Bank  of  New  York,  at 
luncheon  of  the  Merchants'  Aaaodatioii,  Imem- 
ber  23,  1914. 


Banks  to  enter  upon  the  disconitt  imd 
purchase  of  acceptances.  The  first 
regulations  promulgated  by  the  Boards 
on  February  8,  1915,  defined  an  aeeept- 
ance  as  follows: 

"In  this  regulation  the  term  'accept- 
ance' is  defined  as  a  draft  or  bill  of  ex- 
change drawn  to  order,  having  a  definite 
maturity  and  payable  in  dollars,  in  the 
United  States,  the  obligation  to  pay 
which  has  been  accepted  by  an  acknowl- 
edgment written  or  stamped  and  signed 
across  the  face  of  the  instrument  by  the 
party  on  whom  it  is  drawn ;  such  agree- 
ment to  be  to  the  efifect  that  the  ac- 
ceptor M*ill  pay  at  maturity  according  to 
the  tenor  of  such  draft  or  bill  without 
qualifying  conditions." 

The  designation  of  ^'bankers'  accept- 
ances" was  adopted  for  those  which  had 
been  made  "by  a  member  bank,  non- 
member  bank,  trust  company,  or  by 
some  privatie  banking  firm,  person,  com* 
pany,  or  corporation  engaged  in  the 
business  of  accepting  or  discounting/'  It 
was  provided  that  a  banker's  acceptance 
must  be  drawn  by  a  concern  "directiy 
connected  with  the  importation  or  ex- 
portation of  the  goods  involved  in  the 
transaction  in  which  the  acceptance 
originated,"  and  must  bear  on  its  face  or 
be  accompanied  by  satisfactory  evidence 
of  the  fact,  ''that  it  originated  in  an 
actual  bona-tide  sale  or  consignment  in- 
volving the  importation  or  exportation 
of  goods."' 

It  was  suggested  that  such  evidence 
might  consist  of  a  certificate  to  this 
effect.  It  was  provided  that  bankers' 
acceptances  other  than  those  of  member 
banks  should  be  eligible  for  rediscount 
only  after  the  acceptors  "shall  have 
agreed  in  writing  to  furnish  to  the  Fed- 
eral Reserve  Banks  of  their  respei^ve 
districts^  upon  request,  information  con- 
cerning the  natore  of  the  transactions 
against  which  acceptances  have  been 
made/'  The  aggregate  of  acceptances 
of  private  firms  other  than  banks  or  tmst 
companies^  discounted  or  purchased  by 
a  Federal  Reserve  Bank,  were  limited 
to  twenty-five  per  cent,  of  the  paid-up 


'Federal  Keacrve  Bottr4>  Batutetloit  Scries 

of  1915. 
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capital  of  such  bank.  The  policy  of  the 
I»referential  treatinent  for  acceptances 
bearing  tiie  endorsement  of  member 
'  banks  was  thus  defined  by  iJie  Federal 
Reserve  Board: 

"The  board  believes  it  to  be  in  ac- 
cordance with  tile  spirit  of  the  act  to 
accord  preferential  treatment  to  accept- 
ances bearing  the  endorsement  of  mem- 
ber banks,  offered  for  rediscount  under 
section  18 — even  to  the  point  of  allow- 
ing lower  rates  for  such  acceptances,  in- 
asmuch as,  under  the  terms  of  this  sec- 
tion, such  acceptances  are  available  as 
collateral  against  the  issue  of  Federal 
Reserve  notes ;  and  the  board  will  sanc- 
tion a  slight  preferential  in  favor  of  ac- 
ceptances bearing  the  endorsement  of 
member  banks, 

"When  acceptances  bearing  the  en- 
dorsement of  member  banks  are  not  ob- 
tainable in  adequate  amount  or  upon  sat- 
isfactory terms.  Federal  Reserve  Banks 
desiring  to  purchase  acceptances  should 
restrict  tiiemsdves,  as  far  as  possible,  to 
such  acceptances  as  bear  some  other  re- 
sponsible signature  (other  than  that  of 
the  drawer  and  the  acceptor),  and  pre- 
ferably that  of  a  bank  or  banlEer/' 

•  m 

ACCEPTANCE  SYSTEM-NOT  YET 
DEVELOPED 

TN  thus  entering  with  moderation  upon 
the  policy  of  dealing  in  acceptances, 
the  Federal  Reserve  Board  justified  its 
declaration  that  "the  acceptance  is  still 
in  its  infancy  in  the  field  of  American 
banking."  Even  in  Europe,  where  the 
accepted  bill  is  the  standard  form  of 
pap^  in  the  discount  market,  accept- 
ance is  a  special  form  of  banking  prac- 
tised chiefly  by  a  few  houses  which  have 
had  much  experience  in  this  class  of 
business.  In  England,  while  acceptance 
is  practised  to  a  limited  extent  by  the 
larare  loint-stock  banks,  their  relation  to 
the  business  is  largely  that  of  purchasers 
of  paper  which  has  been  accepted  by  the 
discount  houses.  At  the  time  of  the  Eu- 
ropean war,  there  were  rumors  in  Lon- 
don accusing  the  banks  of  using  "unfair 
discrimination  against  the  bills  of  the 


accepting  houses,  and  even  of  attempt- 
ing to  drive  the  latter  out  of  the  aoeept*^ 
ing  business  and  keepii^  it  all  for  one 
another" ;  but  these  suggestions  are  dis- 
missed by  Mr.  Withers  with  the  declara- 
tion that  "the  banks  have  not  the  neces- 
sary equipment  for  doing  a  large  part  of 
the  business  that  is  handled  by  the  ac- 
cepting houses."® 

Some  of  the  accepting  houses,  known 
as  merchant  acceptors,  have  been  the 
product  of  an  evolution  from  direct  deal- 
ings in  foreign  merchandise  in  the 
Orient,  Africa  and  Latin  America,  into 
the  banking  side  of  the  business.  These 
houses,  having  developed  a  high  reputa- 
tion for  strength  and  solidi^,  were 
naturally  able  to  obtain  the  discount  of 
their  bills  on  better  terms  tiian  houses 
which  were  not  so  strong  and  well 
known.  It  suggested  itself  to  llie  latter 
to  secure  tfa«  acceptance  of  their  lulla 
by  the  stronger  houses,  paying  a  small 
commission  for  the  added  credit,  which 
would  enable  them  to  get  back  their  com- 
mission and  a  little  more  through  being: 
able  to  finance  their  operations  more 
easily  and  cheaply  than  by  means  of 
their  own  acceptances.  Merchants  of 
first-class  credit,  finding  that  they  could 
rent  out  the  use  of  their  reputation  at  a 
profit,  proceeded  to  specialize  in  tins- 
class  of  business  by  examining  carefully 
the  bills  put  before  them  for  acceptance, 
keeping  well  informed  on  the  means  and 
standing  of  the  drawers,  and  giving  their 
acceptance,  for  a  commission,  to  such 
paper  as  fulfilled  their  requirements,^ 
Hence  grew  up  a  class  of  houses,  stiU 
known  as  merchants  in  Ei^Umd,  but 
performing  functions  which  gave  them  a 
place  in  the  financial  world  which  in 
America  would  bring  them  under  tile 
gaieral  designation  of  bankers. 

IMPORTANT   ADVANTAGES  OF 
REDISCOUNTS 

/^NE  of  the  most  important  advant- 
ages  accruing  to  the  London  mar- 
ket by  the  system  of  rediscounts  is  the 
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flexibility  given  by  the  system  to  the  re- 
lations of  the  national  money  market 
with  the  international  market.  Com- 
mercial paper  which  has  been  accepted 
by  a  banking-house  of  first-class  rank, 
having  an  established  reputation  in  sev- 
eral money  markets^  is  recognized  as  a 
4afe  and  marketable  investment  in  these 
international  markets.  It  can  be  emr 
ployed^  therefore^  in  drawing  capital 
into  the  market  where  it  is  searee  and 
Tedncing  snrplns  fuids  in  the  markets 
where  tiiey  are  abundant.  If  the  rate 
of  discount  at  London^  for  instance,  is 
five  per  c^t. — that  is^  if  first'-dass  com- 
mercial paper  of  the  type  referred  to, 
which  is  accepted  or  endorsed  by  strong 
banking-houses,  can  be  bought  on  an  in- 
terest basis  of  5  per  cent. — and  if  at  the 
same  time  the  discount  rate  at  Paris  is 
four  per  cent.,  French  banks  and  the 
French  financial  public  will  be  able  to 
invest  with  profit  in  English  bills  of  ex- 
change. Thus,  French  money,  in  one 
form  or  another,  will  go  to  London  to 
rdiere  pressure  Uiere  and  bring  disoount 
rates  nearer  to  a  uniform  level.  The 
same  principle  applies  to  German,  Aus- 
trian and  other  foreign  Ulls*  Dorii^ 
the  monetary  pressure  which  aecom- 
praied  the  panic  of  1907>  hundreds  of 
millions  of  German  paper  were  dis- 
counted in  Paris,  because  the  rate  of 
discount  at  the  Bank  of  France  remained 
uniform  at  four  per  cent,  while  in  Ger- 
many it  was  for  a  time  at  seven  per  cent. 

The  French  bankers  would  not  buy 
the  unendorsed  notes  of  an  English, 
German  or  Austrian  merchant  about 
whose  credit  they  were  not  fully  in- 
formed, but  they  know  the  value  of  the 
acceptance  or  the  endorsement  of  the 
foreign  bankers  who  offer  and  endorse 
this  paper  for  sale  or  for  rediscount. 
Th^  would  not  buy  it  probably  unless 
tiiey  knew  that  it  could  be  rediscounted^ 
with  their  ead<mement,  at  their  own 
central  bank,  in  case  they  were  sub- 
ject to  a  sudden  need  of  funds.  While 
<mfy  a  amall  proportion  of  this  business 
reaches  the  central  bank  in  time  of 
financial  tranquillity,  the  fact  that  it 
stands  ready  to  aid  the  market  by  dis- 
counting liberally  enables  other  institu- 
tions to  invest  freely  in  first-class  paper. 


The  absence  of  a  discount  market  in 
New  York,  prior  to  the  enactment  of 
the  Federal  Reserve  Act,  was  a  serious 
detriment  to  American  trade  with  the 
Orient  and  Latin  America  as  well  as  to 
trade  with  Europe.  The  majority  of 
shipments  of  merchandise  from  the 
United  States  to  these  countries^  as  well 
as  frcmi  these  countries  to  the  United 
States^  were  financed  by  documentary 
Wh  drawn  on  European  banks  for  ae* 
ceptance.  Even  the  limited  number  of 
acceptances  granted  by  a  few  New  York 
bankers  were  not  readilv  marketable  in 
the  Orient  and  Latin  America,  because 
a  broad  market  had  not  been  established 
for  American  bills  drawn  in  dollars. 

FORMER  ^METHODS  OF  FINANC- 
ING OUR  FOREIGN  TRADE 

A  TYPICAL  illustration  of  the  man- 
ner in  which  the  foreign  business 
of  tibe  United  States  was  finimced^  prior 
to  the  war  in  Europe^  is  afforded  by  the 
case  of  a  silk  manufacturer  in  New  Jer- 
sey^ who  mi|^  desire  to  buy  raw  silk 
in  China.  The  purchase  having  been 
consummated  by  cable,  the  first  thing 
done  by  the  American  purchaser  would 
be  to  go  to  his  banker  in  New  York,  lay 
before  him  a  statement  of  the  conditions 
of  the  bargain,  and  get  the  banker  to 
issue  a  commercial  letter  of  credit.  Such 
a  credit  would  be  in  the  form  of  a  letter 
to  the  Lon<lon  correspondent  of  the 
issuing  bank,  requesting  him  to  accept 
the  drafts  of  the  seller  of  the  silk  in 
China  up  to  a  certain  amount  and  under 
certain  conditions.  If  the  silk  was 
bought  on  the  basis  of  payment  within 
four  months,  the  credit  would  set 
forth  that  the  drafts  were  to  be  drawn 
payaUe  at  four  months'  sight.  The  silk 
importer  would  send  this  letter  of  credit 
or  cable  its  contents  to  the  seller  of  the 
silk  in  China.  The  latter  would  then 
be  in  a  position  to  put  the  silk  aboard 
ship,  receive  from  the  steamship  com- 
pany a  bill  of  lading,  stating  that  the 
silk  had  been  put  aboard  and  was  de- 
liverable to  the  order  of  the  banker  in 
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New  York  who  issued  the  credit.  The 
shipper  having  thus  become  custodian  of 
the  bill  of  lading  and  having  properly 
insured  the  goods^  would  be  in  a  posi- 
tion to  draw  a  draft  for  the  cost  of  the 
silk*  This  draft  would  be  drawn  m 
pounds  sterling  upon  the  London  oor^ 
respondrat  of  the  Amerieui  bank  and 
would  have  the  bill  of  lading,  an  invoice 
and  insurance  certificate  attached. 

The  reason  why  London  figured  in  the 
transaction  was  that,  prior  to  tfie  war, 
drafts  on  London  were  more  readily  ne- 
gotiable than  on  any  other  place  in  the 
world.  The  shipper  of  the  silk  in  China 
would  sell  the  draft  with  attached  docu- 
ments to  a  local  banker,  who  was  usually 
the  representative  of  an  English  colonial 
bank.  The  shipper  would  receive 
cash  in  local  currencv,  therebv  clos- 
ing  his  interest  in  the  matter. 
The  draft  would  then  be  forwarded 
by  the  purchasing  bank  and  pre- 
sented by  its  representatives  to  the  Lon- 
don correspondent  of  the  New  Yoric 
bank  which  had  granted  the  credit.  It 
is  the  function  of  this  correspondent  to 
"accept"  the  draft,  thereby  indicating 
that  it  wiU  be  paid  four  months  from  tibe 
date  of  its  presentment.  For  this  serv^ 
ice  the  London  bank  receives  a  commis- 
sion which  may  be  one-quarter  of  one 
per  cent,  for  thirty  days,  one-half  per 
cent,  for  sixty  days,  three-fourths  of 
one  per  cent,  for  ninety  days,  and  so  on. 
Actual  rates,  however,  usually  range 
lower,  in  the  case  of  drafts  for  four 
months,  to  about  five-eighths  of  one  per 
cent.  This  compensation  the  London 
banker  receives  for  lending  the  use  of 
his  name  and  credit-  He  advances  no 
money  until  the  date  for  the  payment  of 
the  draft,  when  it  is  the  business  of  the 
New  York  banker,  acting  on  bdhalf  of 
the  imports  of  Ihe  silk,  to  have  tibe 
amount  in  the  custody  of  the  L<»idon 
banker  to  meet  the  bill. 

The  concentration  of  a  vast  volume 
of  this  class  of  business  in  London  has 
been  a  source  of  great  profit  to  London 
accepting  houses  and  joint-stock  banks. 
No  money  is  involved  until  the  remit- 
tance by  the  New  York  banker  for  final 
payment  of  the  bill.  The  money  for 
carrying  out  the  transaction  and  out  of 


which  the  shipjier  in  China  gets  im- 
mediate payment,  is  largely  furnished 
by  London  bankers  who  buy  the  bills 
after  their  acceptance,®  It  is,  therefore, 
their  capital  which  is  invested  directly 
in  the  operation;  but  the  fact  that  such 
transactions  are  constantly  taking  place 
in  London  for  lai^  amounts  makes  it 
necessary  for  American  and  other  for- 
eign bankers  to  maintain  deposits  or 
credits  in  London  and  hence  to  furnish 
at  least  a  part  of  the  fund  frmn  which 
the  profits  of  London  bankers  and  ac- 
ceptance houses  are  d^ved.  English 
bills  acquired  the  preference  in  interna- 
tional markets,  partly  because  tiiey  were 
payable  in  gold  at  London  and  partly 
because  of  the  customs  and  traditions 
which  have  created  a  broad  and  active 
market  for  such  paper.  Bills  drawn  on 
Paris  in  francs  have  a  definite  standing, 
and  great  efforts  were  put  forth  by  the 
Germans  prior  to  the  European  war  of 
1914  to  extend  the  market  for  German 
bills.  To  facilitate  this  mov^rat,  how- 
ever, it  was  found  necessary  to  establidi 
bram^es  of  tiie  chief  German  banks  in 
London,  in  order  tiiat  ihey  might  give  to 
their  clients  the  advantage  of  drawing 
sterling  bills  and  at  the  same  time  trans- 
fer the  profits  of  such  operatimis'  lo  the 
German  banks  at  home. 

m 

FOREIGN  CREDITS  OPENED  IN 
NEW  YORK 

QPPORTUNITY  was  afforded  hy 
the  European  war  for  a  more  rapid 
extension  of  the  system  of  rediscount 
and  acceptance  in  the  United  States 
than  would  probably  otherwise  have 
been  the  case.  The  appearance  of  sev- 
c ral  European  governments  as  large 
purchasers  of  American  supplies  for 
carrying  on  the  war,  and  the  difficulty 
of  making  payments  in  the  usual  man- 
ner through  bills  of  exchange,  resulted 
in  the  opening  of  a  number  of  important 
credits  in  New  York,  A  typical  case 
was  the  credit  of  $25,000,000  opened  on 


^This  illustration  is  based  upon  the  admirable 
analysis  of  Mr.  Franklin  £scher»  "Elements  of 
Foreign  Exchanse,"  published  by  the  Bankers 
Fublishhig  Co.,  New  Yoilc»  1910.  I43-1M. 
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behalf  of  the  Bossian  Govemnmt  with 
Messrs.  J.  P.  Mwgan  &  Company^  It 
was  amuiged  that  a  syndicate  of  New 
Ymk  bankers  should^  among  them,  botii 
accept  and  discount  bills  drawn  upon 
the  Russian  Govamment,  running  for 
ninety  days^  with  an  option  on  the  part 
of  the  Government  for  a  renewal  for 
another  equal  term.  It  was  reported 
that^  in  addition  to  a  discount  rate  of  5 
per  cent.^  there  was  a  commission  of 
one-half  of  one  per  cent.,  which  was  to 
be  repeated  in  case  of  renewal.  In  order 
to  give  the  bills  the  proper  standing  as 
investments,  it  was  agreed  that  the  bills 
discounted  by  any  institution  should  be 
only  those  which  had  been  accepted  by 
another  member  of  the  syndicate.  The 
notes,  which  were  in  denraiinatiomi  of 
$10,000  and  $25,000,  were  discounted 
and  paid  for  by  cbtcks  in  favor  of 
Messrs.  J.  P.  Morgan  &  Company*  The 
whole  amount  of  tiie  credit  was  tibns 
placed  at  their  comnumd  to  pay 
supplies  as  they  were  purchased.® 

It  was  thought  at  first  that  these  Rus- 
sian bills  might  prove  a  valuable  in- 
vestment for  the  Federal  Reserve  Banks, 
but  it  was  found  that  they  did  not  fall 
within  the  definition  prescribed  by  the 
Federal  Reserve  Board,  that  a  banker's 
acceptance  must  be  drawn  by  a  com- 
mercial or  other  concern  *'directly  con- 
nected with  the  importation  or  exporta- 
tion of  the  goods  involved  in  the  trans- 
actions in  which  the  acceptance  origi- 
nated." If  the  Russian  Government 
had  arranged  that  the  bills  should  have 
been  drawn  upon  a  banker  or  broker, 
his  acceptance  would  have  made  them 
a  suitable  investment  for  the  reserve 
banks  imder  the  rules  laid  down  by  the 
Federal  Reserve  Board. 

The  growth  of  the  acceptance  system 
in  New  York  is  indicated  by  the  policy 
adopted  by  one  of  the  largest  trust  com- 
panies dealing  in  foreign  exchange,  in 
deciding  early  in  March,  1915,  to  grant 
acceptances  against  raw  cotton  in  ware- 
houses. Such  acceptances  would  not  fall 
within  the  classification  of  the  Federal 
Reserve  Board,  that  they  should  be 
based  upon  the  actual  importation  or 
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exportation  of  goods,  but  the  cotton  was 
intended  for  export  ultimately  and  its 
shipment  was  delayed  only  by  the  ex- 
traordinary difficulties  of  transportation 

and  high  rates  for  insurance  caused  by 
the  war  in  Europe.  Hence,  the  Guar- 
anty Trust  Company  decided  to  accept 
the  draft  of  shippers  of  cotton  against 
the  warehouse  documents  which  usually 
accompanied  a  bill  of  exchange.  While 
such  acceptances  could  not  be  discounted 
under  the  Federal  Reserve  Act,  the 
Guaranty    Trust    Company    was    not  .  ^ 

bound  by  that  law  and  was  already  en- 
gaged, prior  to  its  enactment,  in  the 
largest  volume  of  acceptance  business 
done  in  the  United  States.  The  amount 
of  its  acceptances  already  outstanding 
on  December  29,  1914,  including  busi- 
ness done  by  its  London  branch,  was 
$64,841,500." 

Gradually,  as  the  convenience  and 
security  of  accepted  paper  came  to  be 
understood  among  .^Unerican  bankers, 
olJier  institutions  entered  the  field  as  in- 
vestors, and  the  discount  rate  for  the 
best  acceptances  declined*  By  the  close 
of  January^  1915,  acceptances  were  be- 
ing granted  by  three  national  banks  in 
New  York,  by  one  State  bank,  and  by 
eight  trust  companies. The  rate  at 
which  such  acceptances  were  first  dis- 
counted was  from  5  to  5%  per  cent.,  but 
as  their  quality  as  quickly  convertible 
assets  came  to  be  appreciated,  the  rate 
fell  by  the  close  of  January  to  2^  per 
cent,  and  by  the  close  of  March,  1915, 
as  low  as  2^$  per  cent. 

Doubts  were  expressed,  when  the  ^ 
Federal  Reserve  Act  was  pending  in 
Congress,  whether  tiie  American  system 
of  banking  wonld  afford  an  amount  of  ^ 
paper  snitaUe  for  rediscoont  which 
would  be  snffielent  to  enable  member 
banks  to  obtain  the  aid  they  might  need 
in  periods  of  pressure.  Bills  of  ex- 
change had  gradually  fallen  into  disuse 
in  American  trade,  and  in  many  cases 
credit  was  granted  by  a  banker  to  a 
manufacturer  or  wholesaler  upon  the 
security  of  his  bills  receivable — that  is, 
the  amount  due  to  him  by  jobbers  or 


""Wall  Street  Journal,"  M'arch  31,  1915. 
"^"Wall  Street  JouraaU"  January  27,  1915. 


I 


